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Abstract:
International financial integration of transition countries from the region of Central, Eastern and 
South–Eastern Europe suggests an interesting example of the relation between the overall macroeconomic 
performance and the changes in the height as well as the structure of the cross–border capital inflows and 
outflows.  Structural  changes,  high  economic  growth  and  dynamic  convergence  toward  the  Western 
European  countries  stimulated  the  pressures  on  the  domestic  capital  base  of  the  transition  countries. 
Current  account  and  international  investment  position  deficits  that  many  of  the  European  transition 
countries have experienced till the present days emphasize their role on the foreign markets as net debtors.
In  the  paper  we  examine  main  trends  in  the  international  financial  integration  of  the  selected 
European transition economies (Bulgaria, the Czech republic, Romania and the Slovak republic). At the 
same  time  we  explore  the  essential  features  of  the  financial  deepening  of  the  selected  group  of  the 
countries. The objective is to identify the country specific aspects in the international financial integration 
and financial deepening as well as the potential linkage between them.
Keywords: financial integration, financial deepening, external capital portfolio structure, transition 
economies
JEL Classification: F15, F36, F41
1. Introduction
International financial integration of the European transition economies became the most 
significant outcome of capital flows liberalization process that past central planning economies 
have started since the second half of the 1990s. The decision to allow the cross–border allocation 
of  capital assets and liabilities resulted from the  ability  of the  transition countries  to  sustain 
negative balance  of payments and exchange rate  pressures.  Initial low  domestic  capital base 
together with usually higher domestic interest rates stimulated significant foreign capital inflows 
to such a degree that many European transition countries rapidly became net international debtors 
[Lane, Milesi, and Ferretti, (2006)]. In addition to this obvious trend, the changes in the external 
capital  portfolio  structure  reflected  the  progress  in  the  domestic  economic  and  institutional 
reforms, increasing the reliance of foreign investors to allocate more direct and portfolio equity 
investments in those countries.
Among  the  other  significant aspects that  became  at  least as important as continuously 
increasing international financial integration we emphasize the progress in the financial sector 
development and the financial deepening in the European transition countries [Buiter, and Taci, 
(2003)]. Of course, institutional aspects, heritage from the central planning period and transitional 
rigidities has fundamentally affected the overall progress as well as durability of partial steps 
shaping the individual features of the financial sector development and the financial deepening in 
each  particular country. Hence  we  assume  the  financial sector  development  in  the  European 
transition countries became even more complicated and country specific when comparing with 
the financial integration process.
It is not clear how to estimate general linkage and relationship between a. the financial 
sector development and the financial deepening and b. the international financial integration. For 
example  Eichengreen  (1997)  suggests  that  the  financial  integration  leads  to  the  financial Journal of Applied Economic Sciences 
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deepening (to more active, liquid and efficient domestic financial markets), and that the financial 
deepening encourages higher investments, faster growth and more rapidly rising living standards. 
The linkage between the financial integration and the financial deepening is evident from the fact 
that countries facing relatively large capital inflows have seen disproportionate growth in the 
volume  of  transactions  on  their  stock  markets,  disproportionate  growth  in  stock  market 
capitalization, and disproportionate growth in bank loans to the private sector.
Rousseau and Wachtel (2007) emphasizes that in order to get benefits from the financial 
deepening associated with the foreign capital inflows the country should liberalize capital account 
transactions only when the legal and regulatory institutions were successfully well developed.
Hasan, Wachtel and Zhou (2007) argue that the financial deepening and the international 
financial  integration  is  not  necessary  accompanied  only  with  the  positive  influence  on  the 
domestic transition economy (i.e. economic growth) and the overall effect is largely determined 
by the financial deepening features and the structure of the foreign capital inflows. While the 
capital market depth has usually a strong influence on the growth the bank credits may have non–
significant or sometimes even negative impact on the growth. At the same time the equity and 
debt capital inflows have obviously positive influence on the economic growth.
Mohan  (2006)  assumes  that  the  financial  deepening  has  usually  overall  positive 
macroeconomic outcomes, but on the microeconomic level it is rather questionable, whether such 
performance incentives also extend to small and medium enterprises. He also emphasizes that it is 
rather  inconclusive,  whether  intensified  financial  intermediation  usually  coupled  with  the 
financial  deepening  also  includes  small  and  medium  enterprises.  On  the  other  hand  the 
international  financial  integration  is  usually  coupled  with  broad  set  of  the  microeconomic 
collateral benefits, i.e. increased quality of institutions and the corporate governance.
In the paper we analyze the main aspects of the international financial integration and the 
financial deepening of Bulgaria, the Czech republic, Romania and the Slovak republic in the 
period 1999–2007. The starting point of the period we have selected in order to eliminate the 
influence of the country specific determinants that could negatively affect the process of the 
international financial integration and the financial deepening in all selected countries related to 
the phase of the macroeconomic stabilization. The objective of the analysis is to emphasize the 
main trends and find similar and different features in the international financial integration and 
the financial deepening in the selected group of the transition economies that reflect different 
economic performance of the countries. In the analysis we consider the development of external 
financial  openness  and  net  external  financial  position  of  the  selected  countries  in  order  to 
highlight the main implications of the transition process as well as the process of the convergence 
to the Western European countries. We also observe the development of the external financial 
liabilities  and  assets  portfolio  to  decompose  the  foreign  capital  inflows  and  outflows  of  the 
selected countries. The main features in the financial deepening of Bulgaria, the Czech republic, 
Romania and the Slovak republic we observe by the analysis of overall credits, deposits, money 
supply and interest rates development.
2. Financial integration in the selected European transition economies
Macroeconomic stabilization followed by the initial shock from the transition to market 
based economic environment became one of the most challenging objective for the countries 
from the region of Central, Eastern and South–Eastern Europe. International competition together 
with an increasing trade and a financial openness of the European transition economies has fully 
uncovered their role in the foreign markets (net debtors). Internal structural changes conditionally 
related to the international competitiveness of the transition countries have generally stimulated 
the pressure on the sources of domestic capital base formation.
Capital flows liberalization together with the macroeconomic stabilization were the first 
and  the  most  crucial  assumptions  for  the  increasing  international  financial integration  of the Journal of Applied Economic Sciences 
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European transition countries. At the same time it is important to emphasize that restrictions on 
the international financial transactions were not removed by the governments immediately so that 
this fact has significantly determined the initial structure of the foreign capital inflows to the 
European transition countries [Edison et al., (2002)].
Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Note: FA – foreign assets, FL – foreign liabilities.
Figure 1. International Financial Integration, 1999–2007
Figure 1 explores the overall development of the international financial integration in the 
Czech republic, Bulgaria, Romania and the Slovak republic. All countries, except Bulgaria, have 
experienced  the  long  trend  of  an  increased  share  of  the  foreign financial  assets  and  foreign 
financial  liabilities in  the  GDP through  the  most of  the  period  1999–2007. Tendency to  the 
“external financial depth” increase was obvious in spite of the strong economic growth that all 
countries  have  experienced  since  2001.  Initial  negative  trend  in  the  international  financial 
integration of Bulgaria (period 2001–2003) was the result of high economic growth (almost 5 
percent on average in the period 2000–2003) combined with the decrease of both foreign assets 
and foreign liabilities. In the period 2002–2003 it was partially the result of the government 
official debt rescheduling
1 in the period 2002–2003. As a result the total foreign financial assets 
of the domestic banks have decreased while the domestic financial assets (especially government 
securities) of the domestic banks have increased. Continuously increasing international financial 
integration of the Czech republic, Romania and the Slovak republic through the whole period and 
of the Bulgaria since 2004 onward has allowed the transition countries to effectively share the 
risk with the foreign partners and gain effects from the technology sharing. It had also positive 
                                                
1 Government actions have induced the decreased involvement of the foreign investors in financing 
the country’s official debt.Journal of Applied Economic Sciences 
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influence on the domestic financial systems functionality through the increased availability of the 
financial resources.
International financial integration  measured as a share of financial assets and financial 
liabilities in the GDP also reflects the overall financial openness of the economy. All countries 
from the group except Romania are typical examples of small open transition economies. 
Relatively high openness of Bulgaria, the Czech republic and the Slovak republic also 
demonstrates the overall trade openness. While the financial integration allows the country to 
increase the availability of the financial resources and to share the risk among the countries, trade 
integration  is  stimulated  by  the  international  division  of  the  labour  based  especially  on  the 
competitive advantage.
Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Note: Ex – export of goods, Im – Import of goods.
Figure 2 International Trade Integration, 1999–2007
Figure  2  explores the  overall  development  of  the  international trade  integration  in  the 
Bulgaria, Czech republic, Romania and the Slovak republic. Here again we see that overall trade 
openness  of  Romania  was  lower  than  in  the  remaining  countries.  We  suggest  that  the 
international  financial  integration  and  the  international  trade  integration  represent  two 
simultaneous processes stimulated by the relatively different determinants while reflecting an 
increase in the overall openness of the national economy. Intensity of the trade integration has 
lagged  behind  the  financial  integration  only  by  a  negligible  percentage  in  all  four  countries 
through the whole period.Journal of Applied Economic Sciences 
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Overall situation that emphasizes the role of the selected group of the European transition 
economies in the international trade integration indicates the current account development. This 
indicator  directly  reflects  the  international  competitiveness  of  the  transition  countries  on  the 
foreign good markets.
Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 3 GDP per capita and Current Account, 1999–2007
From the Figure 3 we may observe rather different implications of the international trade 
integration for two pairs of the transition countries. In the Czech republic and the Slovak republic 
an increasing macroeconomic performance was coupled with the relatively stable and at the end 
of the period even decreasing share of current account deficit in the GDP reflecting a rise in the 
their international competitiveness in the process of convergence toward the Western European 
countries. Positive current account development tendency is of a significant importance especially 
if we take into account a trend of a nominal exchange rate appreciation through more than a half 
of the selected period. On the other hand the situation in the current account development is much 
different in Bulgaria and Romania. Both countries face a rapid deepening of a current account 
deficit and the situation is not sustainable in the medium period. We consider that this negative 
trend is the price for the high exchange rate stability stipulated by the central banks of Bulgaria 
(currency board with the exchange rate as the nominal anchor) and Romania
2 (managed floating 
with EUR as the reference currency) together with the progressive decrease of competitiveness on 
the foreign markets.
Net international investment position in the selected group of the countries partially reflects 
the trends in the current account development (proxied by the net international trade position).
                                                
2 Since July 2007 till December 2007 the exchange rate of RON has depreciated at around 11
percent partially reflecting the risks resulting from the current account development.Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Note: Net international investment position = (FA – FL)/GDP
           Net international trade position = (Ex – IM)/GDP
Figure 4 Net International Trade and Investment position, 1999–2007
Negative development of the net international trade position in Bulgaria and Romania was 
coupled with an increasing deficit in the international investment position shown in the Figure 4 
especially as the result of faster increase in the foreign liabilities in comparison with the foreign 
assets. In both countries the negative trend in the international investment position development 
was stimulated by the huge foreign direct investments (FDI) inflows (especially since 2004). We 
expect FDI inflows would help both countries to raise the international competitiveness of their 
domestic  production  on  the  foreign  markets  so  that  corresponding  increase  in  the  export 
performance would help Bulgaria and Romania to eliminate the negative trend in the current 
account development in the near future (assumption is based on the example of the FDI effects in 
the Slovak republic). Among the most important challenges for all four countries we consider the 
ability to decrease the share of debt capital inflows and to stimulate FDI of domestic private 
enterprises abroad.
In order to analyze country specific features of the international financial integration of the 
selected group of the transition countries we have observe the detailed structure of the external 
capital portfolio in the period 1999–2007. Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 5 External Financial Liabilities Portfolio Structure, 1999–2007
In spite of the relatively different net international investment position of each individual 
country it is clear to identify the common trend in the external liabilities portfolio development in 
the  whole group of the countries. In all countries the relative importance of the debt capital 
inflows  has  been  decreasing  (Figure  5)  while  the  share  of  FDI  inflows  has  been  increasing 
through  the  whole  period  1999–2007  indicating  an  increased  interest  of  foreign investors  to 
allocate the real investments in profitable domestic industries. This trend is the most obvious 
since 2004 in case of Bulgaria and partially Romania. Gradually increasing and relatively high 
share of the FDI in the foreign financial liabilities brings few interesting implications. First, the 
FDI  enables  domestic companies  to  share  the  business and  investment risk  with  the  foreign Journal of Applied Economic Sciences 
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investor. The FDI returns for the foreign investor are not fixed but determined by the overall 
profitability of the capital allocated in the target economy. The risk transfer from the domestic to 
foreign investors enables target economies to cover relatively higher current account deficits that 
on  the  other  hand  stimulate  the  process  of  the  convergence  toward  the  Western  European 
economies. Second, the inflows of the FDI to the selected group of the countries stimulate the 
transfer of the new technologies that contribute to the overall productivity and national income 
growth.  On  the  other  hand  we  suppose  that  significant  part  of  the  profits  from the  projects 
financed by the FDI flows back to the foreign investors domicile.
On  the  other  hand  it  is  clear  that  the  higher  economic  performance  of  the  country 
(measured by the GDP per capita) is associated with the lower debt capital inflows. At the same 
time  the  share  of  portfolio  (debt  and  capital)  capital  inflows  is  really  low  in  all  countries 
suggesting the relatively insufficient level and the low absorption capacity of the domestic capital 
markets. The share of the portfolio investments in the total foreign financial liabilities in the 
selected group of countries remains rather low in spite of the generally expected convergence of 
the  foreign  financial  liabilities  structure  toward  the  Western  European  countries.  Due  to  the 
persisting international financial integration and the domestic financial markets deepening as well 
as increasing quality of the corporate governance we expect an increase in the weight of the 
foreign portfolio equity and portfolio debt investments in the selected transition economies.
While the structure of the foreign liabilities portfolio seems to be crucial considering the 
negative  development  of  the  net  international  investment  position  of  the  selected  transition 
economies resulting from the intensive foreign capital inflows through the whole period it is still 
important to observe the structure of the foreign assets portfolio to analyze the ability of the 
countries to allocate the domestic capital abroad.Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 6 External Financial Assets Portfolio Structure, 1999–2007
From the detailed structure of the foreign assets portfolio in Bulgaria, the Czech republic, 
Romania and the Slovak republic (Figure 6) we have observed the dominant share of the central 
banks’ reserve assets. The situation is different a lot especially when comparing with the Western 
European countries, in which the share of reserve assets usually doesn’t exceed 5 percent. As the 
main reason of such a trend we have recognized relatively high importance of the reserve assets 
for the national central banks (foreign exchange market interventions, smoothing the balance of 
payments  imbalances).  Another  essential  feature  resulting  from  the  foreign  assets  portfolio 
structure is the negligible role of the equity investments (FDI and portfolio equity investments) in 
all  countries  except  the  Czech  republic  reflecting  relatively  low  involvement  of  domestic 
investors on the foreign capital markets so that they don’t take the full advantages of the risk 
sharing with foreign partners. Relatively high share of the debt investments (credits) represents 
almost completely activities of the domestic commercial banks.
3. Financial deepening in the selected European transition economies
While  the  international  financial  integration  reflects  the  involvement  of  the  national 
economy on the cross–border allocation of the capital with the foreign partners, the financial 
deepening represents the process of economy’s financial system deepening. We have observed 
that the periods of a persisting high real economic growth in all four countries has been associated 
not only with an increasing international financial integration but also with a dynamic financial 
deepening. We suggest that a financial system deepening of a national economy becomes one of 
the key assumptions for the country in order to take the advantages of the international financial 
integration.Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 7 Financial Deepening, 1999–2007
In the Figure 7 we outline the financial deepening development of the selected European 
transition economies. One of the most obvious fact are significant differences in the financial 
sector depth in (a) the Czech republic and the Slovak republic and (b) Bulgaria and Romania. At 
the beginning of the period Bulgaria and Romania were almost at the same starting position but at 
the end of the period the share of deposits and credits in the GDP in Bulgaria has more than 
doubled in comparison with the Romania. Especially at the beginning of the period the stagnation 
in the financial deepening progress in Romania was the result of the financial system instability, 
the fact partially outlined by the extremely high interest rates in Romania at the beginning of the 
period (Figure 9). Since 2001 Romania as the biggest from all four economies has experienced 
the fast real economic growth (approximately 6 percent annually on average) so that the share of 
deposits  and  loans  in  the  GDP  didn’t  increase  so  sharp.  Among  the  main  reasons  we  have 
observed as the main determinants of the Bulgaria’s dynamic financial deepening development 
(considering Bulgaria’s initial low starting position) was the macroeconomic stability anchored 
by the fixed exchange rate and currency board system and rapid increase in the foreign capital 
inflows.
In  general,  fast  credits  and  deposits  growth  is  related  to  the  expansion  and  increased 
sophistication in the services that financial institutions offer to support the economic activity in 
the  economy.  Financial  intermediaries  play  a  key  role  in  different  stages  of  economic 
development by mobilizing national savings; by improving the allocation of capital by gathering 
information  and  identifying  the  most  profitable  investment  projects;  by  managing  means  of 
payment and by providing liquidity to facilitate the exchange of goods and services; and by 
making it easier to diversify risk. By reducing the financial constraints on economic agents, i.e. 
firms and households, they promote increased investment and consumption, and, ultimately, a 
higher economic growth rate [Sopanha, (2006)].Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 8 Deposits, Credits, M2, 1999–2007 (% of GDP)
Detailed preview of the financial deepening in the selected group of the countries outlines 
Figure 8. In the first graph we observe the development of the deposits, credits and money supply 
in the Czech republic and the Slovak republic. The ratio of broad money to the level of nominal 
GDP is usually used to express the extension of monetization rather than financial deepening of 
the country. On the other hand together with two remaining indicators it still provides sufficient 
information about the financial depth of the country. All general indicators we have applied to 
measure  financial  deepening  in  the  Czech  republic  and  the  Slovak  republic  signalized  quite 
stability  of the financial depth through the  almost  whole  period. The  decrease  in  the credits 
development in  the  Czech republic  in  the  period  1999–2003 was the  result  of the  increased Journal of Applied Economic Sciences 
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interest of the commercial  banks to  allocate resources to  other revenue assets instead of the
commercial  loans  as  well  as  the  transfer  of  certain  quantity  of  loss  credits  to  the  Czech 
Consolidation Agency. The decrease in the credits development in the Slovak republic at the 
beginning of the period was the result of the loss credits delimitation from the commercial banks 
balance sheets compensated by the revenues from the government bonds issue.
In the second graph we observe the development of the deposits, credits and money supply 
in Bulgaria and Romania. The situation here is much different in comparison with the previous 
couple  of  the  countries,  especially  in  case  of  Bulgaria.  While  the  fast  financial  deepening 
expressed in the terms of fast credits and deposits share in the GDP reflects the ability of the 
economy to dynamically stimulate domestic savings accumulation and their transformation to the 
domestic  investments,  rapid  growth  of  the  credits  may  lead  to  both  inflation  and  weakened 
banking systems which in turn gave rise to growth–inhibiting financial crises [Rousseau, and 
Wachtel, (2007)]. As the inflation in Bulgaria remains stable through the whole period 1999–
2007 we suggest that the country was able to gain positive effects (effects on economic growth, 
financial sector stability) from the  rapid financial deepening without any significant negative 
trade–offs.
In  Bulgaria,  Romania  and  the  Slovak  republic  the  credits  growth  was  not  adequately 
matched by the deposits growth so that incremental credits expansion was financed either by the 
reduction of the stock of securities in banks’ portfolios or by the external resources from the 
abroad.





1999 2007 1999 2007 1999 2007 1999 2007
Currency/Deposits 13,53 13,68 14,84 14,95 26,21 19,88 32,88 23,00
M1/GDP 21,52 40,51 18,21 35,24 5,44 21,13 13,16 36,67
Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund,  (2008); National Bank of Romania, (1999 –
2007); National Bank of Slovakia, (1999 – 2007)].
In Table 1 we summarize the development of the additional financial deepening indicators 
in Bulgaria, the Czech republic, Romania and the Slovak republic. Both indicators reflect the role 
of the financial institutions in mediating the financial transactions in the economy. The lower is 
the share of the currency in the deposits (especially demand deposits) the more transactions in the 
economy is performed through the financial institutions. Monetary aggregate M1 represents the 
transaction demand in the economy. The higher is the share of M1 in the GDP the lower is the 
velocity of money.
The last indicator we have chosen to analyze development of the financial deepening in the 
selected  European  transition  economies  is  the  interest  rates  development.  In  general,  lower 
interest rates stimulate financial deepening in the economy. The stable and low interest rates are 
usually associated with the price stability so that the macroeconomic stability is one of the most 
essential  determinants that  transmit  impulses  from the  interest  rates  lowering  to  the  positive 
progress in the financial deepening.Journal of Applied Economic Sciences 
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Source: Authors calculations based on [Bulgarian National Bank, (1999 – 2007); Czech National 
Bank, (1999 - 2007); International Monetary Fund, (2008); National Bank of Romania, (1999 – 2007); 
National Bank of Slovakia, (1999 – 2007)].
Figure 9 One Month Interbank Offered Rates, 1999–2007
As  the  main  indicator  of  the  interest  rate  development  in  our  group  of  the  European 
transition economies we have selected the interbank offered rate for the one month deposits. 
While the one month interbank offered development rate in Bulgaria, the Czech republic and the 
Slovak republic became relatively stable in the whole period reflecting the stable money market 
development,  the  situation  in  Romania  especially  at  the  beginning  of  the  period  was  much 
different. Higher interest rates in the Czech republic and the Slovak republic were related to the 
sudden shift from the fixed exchange rate to the managed floating (the Czech republic – May 
1997, the Slovak republic – October 1998), following by the strong foreign exchange market 
pressures. Stability of the Bulgarian interest rates (as well as the inflation) was anchored by the Journal of Applied Economic Sciences 
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currency board and the nominal exchange rate fixed to EUR (since July 1997). We suggest that 
the  low  interest  rates  in  Bulgaria  during  the  period  1999–2007  became  another  crucial 
determinant of the fast financial deepening. In Romania the objective of the National Bank of 
Romania to keep the real exchange rate close to the equilibrium led the nominal exchange rate to 
depreciate under managed floating. We suggest the resulting higher interest rates together with 
the higher inflation in Romania (they both didn’t decrease under the one digit number till 2005) 
led to the slower progress in the financial deepening.
4. Conclusion
Analysis  of  the  financial  integration  and  financial deepening  in  the  selected  European 
transition economies (Bulgaria, the Czech republic, Romania, the Slovak republic) allows as to 
identify  the  country  specific  aspects  of  the  economic  convergence  to  the  Western  European 
countries emphasizing the impact of the capital flows liberalization on the transition economies. 
We suggest that the relatively different economic performance as well as the overall size of the 
economy are the main determinants that affect the intensity and the structure of the financial 
integration and the financial deepening. Initial low domestic capital base together with usually 
higher domestic interest rates stimulated significant foreign capital inflows to such a degree that 
many European transition countries rapidly became net international debtors. In addition to this 
obvious trend, the changes in the external capital portfolio structure reflected the progress in the 
domestic  economic  and  institutional  reforms,  increasing  the  reliance  of  foreign  investors  to 
allocate more direct and portfolio equity investments in the selected countries. On the other hand 
we suggest the ability of the transition countries to reduce current account imbalances (especially 
in Bulgaria and Romania) reduces the reliance especially on the external debt financing.
Among  the  other  significant  aspect  that  became  at  least  as  important  as  continuously 
increasing international financial integration we emphasize the progress in the financial sector 
development and financial deepening in the European transition countries. We suggest that the 
financial system deepening becomes one of the key assumptions for the country in order to take 
the  advantages  of  the  international  financial  integration.  The  link  between  the  financial 
integration and the financial deepening is evident from the fact that countries receiving relatively 
large capital inflows usually face the disproportionate growth in the volume of transactions on 
their stock markets, disproportionate growth in stock market capitalization, and disproportionate 
growth in bank loans to the private sector. Ability to transform domestic deposits to investments 
effectively  while  eliminating  inflationary  pressures  and  risks  related  to  the  excessive  credits 
supply allows the transition countries to gain the positive effects from the financial deepening.
Tendency to the “external financial depth” increase was obvious in spite of the strong 
economic  growth  the  selected  group  of  the  countries  have  experienced  since  2001  (except 
Bulgaria). This  allowed the transition countries to effectively share  the risk with  the foreign 
partners  and  gain  effects  from  the  technology  sharing.  It  had  also  positive  influence  on  the 
domestic  financial  systems  functionality  through  the  increased  availability  of  the  financial 
resources. At the same time we have observed significant differences in the financial sector depth 
in  (a)  the  Czech republic  and  the  Slovak  republic  and  (b)  Bulgaria  and  Romania.  First  two 
countries have experienced relatively stable development of the financial deepening. On the other 
hand the financial deepening in Romania (since 2004) and especially in Bulgaria was much more 
intensive.
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